This paper tests the stability of the demand for money in the euro-area in the context of an open economy. A sample consisting of quarterly data covering the 1982:2Y1999:3 period is considered. The main finding is that the U.S. dollar long-term interest rate plays a significant role in the European money demand relationship. This result holds for different combinations of variables forming the vector auto-regressive system and suggests that international monetary interdependency may be an important factor influencing the ECB monetary policy. (JEL E41, E58, F41) 
Introduction
In recognition of the fundamentally monetary origins of inflation, the European Central Bank (ECB) assigned a Fprominent role for money_ [ECB, 1999; Issing, 2000] . Money is viewed as the nominal anchor of the Euro-system and the First Pillar of the ECB strategy. This prominent role is signalled by the announcement of a quantitative Freference value_ for the growth rate of the broad monetary aggregate M3. Such Freference value_ does not have the strength of an intermediate target. Lack of controllability of the money supply over the short-run, uncertainty concerning the transmission mechanism in the Eurosystem, and the recognition that the launch of the euro would represent a significant structural break lead the ECB to adopt instead a weak type of money targeting, in which there is no commitment to correct deviations over the short-term. In addition, a Second Pillar (Fa general assessment of price stability based on a wide range of indicators_) was formulated, opening a window to less orthodox approaches to price stability. The indicators considered in the second pillar include, for example, the exchange rate, wages, the yield curve, measures of real activity, business and consumer surveys, as well as macroeconomic projections and forecasts. The ECB framework reflects, thus, a balance between continuity with the Bundesbank tradition, so as to inherit credibility, and flexibility, as required to operate in the global environment.
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benefited from the rapid development in the cointegration literature, which has raised the possibility of models combining traditional steady-state functions with complex short-term dynamics to be reasonably stable over periods of substantial institutional change. In general, empirical exercises addressing the stability and the information content of monetary aggregates in the euro-area have been able to identify stable money demand relationships. A controversy exists, however, as to whether such stability is applicable to forecasting purposes. Indeed, since empirical studies have been based on constructed pre-EMU monetary aggregates, their validity has been questioned both in light of the Lucas critique and aggregation bias [Beyer et al., 2001; Arnold and de Vries, 2000; Fagan and Henry, 1999; Hayo, 1999; Spencer, 1997; Arnold, 1994] .
This paper questions the literature on the euro-area money demand from a different angle. In a financial environment marked by absence of capital controls and growing international portfolio diversification, the agents' ability to shift the location and the currency denomination of their asset holdings may have a destabilising impact on money demands. If the demand for money in Europe responds to monetary developments in the U.S., then the rate of money growth in the euro-area may become a poor indicator of risks to price stability. To this aim, we estimate a money demand system for the euroarea using the Johansen-Juselius maximum likelihood technique. Monetary interdependence is assessed investigating the significance of a U.S. dollar interest rate in the long-run relationship describing the demand for money in the euro-area. This procedure is consistent with the currency substitution hypothesis in the context of complete bond markets, as demonstrated by Thomas [1985] . Previous tests for the currency substitution hypothesis using this approach include Bergstrand and Bundt [1990] and Mizen and Pentecost [1994] . Experimenting with alternative combinations of variables in the Vector Auto-regression (VAR) system, we consistently obtain a significant and positive coefficient for the U.S. long-term interest rate in the long-run relationship describing the euro-area money demand. This evidence suggests that currency substitution (or, in a broader interpretation, international monetary interdependence) may be an important factor influencing the ECB monetary policy.
Monetary interdependence and currency substitution (CS) became central issues in monetary economics and should increase in importance in the future. As pointed out by Masson [2000] , technology and globalisation are blurring the distinction between national and international uses of money, opening channels through which domestic money markets are exposed to shocks occurring abroad. This is a matter of concern for policymakers, as it rises the unpredictability of the money demand and reduces the effectiveness of monetary policy, even under flexible exchange rates [the implications of CS are discussed, for example, in Miles, 1978; Kareken and Wallace, 1981; McKinnon, 1982; Lebre de Freitas, 2004 ; for a survey, see Giovannini and Turtelboom, 1994] . In Europe, the CS debate was revived during the transition to EMU, giving rise to the socalled Findirect approach to CS_ [see Artis, 1996 , for a survey]. Following this literature as capital controls were phased out in individual member states, residents' demand for monetary assets became increasingly influenced by European variables, raising the question as to whether stable money demand functions could be estimated at the national level. As long as foreign money holdings were denominated in European currencies, however, internalisation could be achieved by aggregating up [the argument backs from McKinnon, 1982] . This question was addressed by Bekx and Tullio [1989] , Kremers and Lane [1990] , Bayoumi and Kenen [1993] , Cassard et al. [1994] and Spencer [1997] , who found that EU-wide monetary aggregates are indeed more stable and/or more helpful to predict national inflation rates than the correspondent national
